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Statement on Auditing
Procedure

No. 21
July, 1944

•

Issued by the
Committee on Auditing Procedure,
American Institute of Accountants,

Wartime Government

13 East 41st St., New York 17, N. Y.

Regulations

C o p y r i g h t 1 9 4 4 by A m e r i c a n I n s t i t u t e of A c c o u n t a n t s

the past decade there has been a significant increase in governmental control over business. Such control, particularly by
the federal government, has been greatly extended under wartime conditions, as is evidenced by the laws and regulations relative
to priorities, allocations, prices, wages and salaries, etc. As a result,
business is subject to many procedural and reporting requirements
which are implemented by penalties of varying severity for failure
to comply. In the light of these conditions, important questions have
arisen as to: (a) whether the responsibility of the independent accountant under the circumstances is such as to require an extension
in the scope of the usual examination of financial statements to ascertain whether the client has complied with such wartime regulations;
and (b) what steps the independent accountant should take when he
has reason to believe that violation has occurred. In this statement the
committee on auditing procedure deals with these questions.

D

URING

REGULATIONS UNDER CONSIDERATION

The laws and regulations under consideration are those prescribed
by the federal government to meet wartime conditions. T h e more
important of these controls, the general nature of their requirements,
and the penalties involved are set forth briefly as follows:
(1) T h e priorities and allocations system is designed to control
the acquisition, fabrication, holding, and disposition of raw materials
and products. Except at the retail level (where it is generally administered by the Office of Price Administration), this system is administered by the War Production Board, which has issued a great number
of general and specific orders and regulations, applicable to various
industries and products, prescribing procedures and requiring reports of many kinds. Failure to comply may involve civil or criminal penalties, including suspension of operations, denial of priorities assistance, fine and/or imprisonment.
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(2) T h e Emergency Price Control Act of 1942, as amended, is designed to control prices and to prevent abnormal price increases.
It is administered by the Office of Price Administration, which has
also issued many general and specific orders limiting the prices of
goods and services. Failure to comply may involve fine and/or imprisonment, multiple damages, and the revocation of the license to do
business.
(3) The granting of consumer credit is restricted under the Federal Reserve Board's Regulation "W." Failure to comply may involve suspension of license, fine and/or imprisonment.
(4) The National War Labor Board and the Salary Stabilization
Unit of the Treasury Department are charged with the responsibility
of enforcing legislation designed to stabilize wages and salaries. They
have issued regulations governing changes in the rates of wages and
salaries paid to individuals. Failure to comply may involve fine
and/or imprisonment, as well as the drastic and unusual penalty of
disallowing the entire amount of salaries and wages containing
unauthorized adjustments as: (a) deductions in computing taxable
income, (b) costs under government contracts, and (c) costs under
any law or regulation of the federal government.
SCOPE OF U S U A L

EXAMINATION

T h e independent accountant's responsibility with respect to wartime regulations is considered here in connection with the usual
examination of financial statements. The primary purpose of such an
examination is to enable the accountant to express an opinion as to
whether the financial statements present fairly the position of the
client at a given date and the results of its operations for the period
under review, in conformity with generally accepted accounting principles applied on a basis consistent with that of the preceding period. 1
T h e expression of such an opinion is based on an examination
made in accordance with generally accepted auditing standards applicable in the circumstances of the case. This type of examination
is usally based on testing and sampling of a portion of the financial
transactions during the period rather than on a detailed examination.
Such an examination is not designed to reveal relatively minor errors
or irregularities in the accounts, and, in view of its purpose, it is
generally limited in scope to matters which may have a material effect
1

See Statements on Auditing Procedure No. 5, issued in February, 1941, pp. 40 and 41
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on the financial statements and which are, or should be, reflected in
the financial records and books of account. It is also limited to those
matters upon which the accountant, through his professional training and experience, is qualified to pass, and which are reasonably
within the sphere of his activities as an independent public accountant. Obviously, it does not include matters of law which require the
judgment of an attorney.
EXTENSION OF U S U A L

EXAMINATION

These limitations of the usual examination, both in scope and as
to purpose, are important considerations in determining whether
and, if so, to what extent, an examination should be extended for the
purpose of ascertaining whether there has been compliance with wartime regulations. T h e effect of noncompliance on the financial
statements is the primary consideration, and here, as in the case of
auditing procedures in general, the likelihood of the statements being affected materially should determine the course of action.
As indicated above, failure to comply with wartime regulations may involve liabilities in the form of fines, refunds, damages,
or other financial penalties. Where such liabilities may have a material effect on the financial statements, the independent accountant
must take cognizance of the possibilities. He is expected to have
knowledge of the existence and general nature of regulations governing materials, prices, wages, etc., and of the fact that noncompliance
may result in a financial liability. Under these circumstances, the
usual procedures for determining the existence of liabilities would
be applicable.
T h e usual examination includes inquiries as to the system of internal control and the accounting procedures of the company. In
addition, the accountant will usually make general inquiries of the
management as to the safeguards, procedures, and organizational
steps which have been adopted to insure compliance with applicable
regulations. It is also customary to obtain a statement, preferably in
writing and signed by a responsible official of the client, indicating
that all outstanding liabilities are reflected in the accounts and setting forth the status of any contingent liabilities. 2 Possible penalty
for violation of wartime regulations is one of the matters to be considered in such a statement.
T h e committee points out, however, that auditing procedures of
2 See Statements on Auditing Procedure No. 4, issued in March, 1941.
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the usual examination cannot be expected to provide assurance that
a client has complied with all detailed requirements of some of the
regulations, such as the War Production Board's priorities requirements and OPA price ceilings, because the transactions involved do
not normally come within the independent public accountant's
scrutiny. Reasonable assurance of such compliance would necessitate an undue extension of the scope of the usual examination
which, in the absence of special grounds for question, would not be
warranted by the probable effect on the financial statements. The
accountant, therefore, need not extend his examination to include a
search for violations of this type unless he has reason to believe that
violations have occurred, or unless he comes upon evidence of their
existence.
Under the same criterion of materiality, however, the accountant
should make more specific inquiries in respect of such matters as compliance with wage and salary stabilization regulations, in view of the
severe penalties for their violation and the possible effect such penalties may have on the financial statements, particularly the reasonableness of the provision for federal income and excess-profits taxes.
While the accountant would not ordinarily be expected to seek
for isolated changes in the compensation of minor employees, especially when their number is large, he should consider changes in the
compensation of important executives and general horizontal
changes in the compensation of large groups of employees. In such
cases, he should satisfy himself that the changes have been authorized
by the appropriate governmental body or are of a nature which,
under the regulations, do not require such authorization. H e is faced
with uncertainty as to the legal status of many transactions under
wage and salary stabilization; but, after considering the various
aspects of the situation, he should arrive at a conclusion as to whether
or not a reserve should be provided.
As to any of the wartime regulations, the accountant must make
further inquiry if, in the course of his usual examination, he encounters evidence which leads him to believe that violations have
occurred which might result in liabilities or penalties materially
affecting the financial statements. The nature of such further inquiry
will necessarily vary in the circumstances of each case. Reference to
the applicable laws and regulations will be required, but it is pertinent to point out that many of the regulations are very detailed, complicated, technical, and difficult of interpretation. In some cases the
accountant may find it necessary to obtain counsel's opinion as to the
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interpretation and effect of the regulations in question, and he is
ordinarily entitled to rely on such opinions.
In view of the pervasive nature of wartime regulations, the independent accountant ordinarily will have no assurance, as a result of
his usual examination, that the client has not, innocently or otherwise, violated some one or more of the many detailed regulations.
While the accountant may be expected to take general cognizance of
these regulations, it is the opinion of the committee that the scope
of his usual examination should not ordinarily be greatly extended
for the purpose of detecting instances of violations unless he has
reason to believe that violations have occurred; he should, however,
be alert to recognize indications of violations. T h e need for extending the usual procedures will vary with the circumstances, depending
upon the relative importance of the consequences of violation on
the financial statements, the safeguards provided by the client, the
nature of the evidence coming to the attention of the accountant,
and possibly other considerations.
The foregoing conclusions as to the usual examination do not preclude the independent accountant from undertaking a special examination for the purpose of determining whether a client has complied with specific regulations, or from extending the scope of his
usual examination for this purpose, when requested to do so. Even
in these cases, however, the limitations on the accountant's ability to
interpret the applicable laws and regulations must not be overlooked.
PROCEDURE W H E R E VIOLATION H A S OCCURRED

Where the independent accountant, in the course of his usual
examination, comes upon information which leads him to believe
that the client may have violated one of the wartime regulations and,
as a result of further inquiry, he is reasonably certain that a violation
has occurred, the matter should be brought to the attention of the
management with a recommendation that adequate provision be
made in the financial statements for the resulting liability. Where
inadequate provision is made and the amount is material, the accountant should take an exception in his opinion on the financial
statements. If the exception may be of sufficient importance to nullify
the opinion he should consider whether he is warranted in expressing any opinion.
A suggestion has been made that the accountant include in his
report a statement to the effect that he was unable to determine
whether wartime regulations had been complied with during the
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period under review. It is the belief of the committee that such a
procedure should be discouraged because it might at times represent
an unwarranted disclaimer of the accountant's responsibility; it
might also cast an unwarranted doubt upon the practices and reputation of the company concerned.
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